" Office of Chief Counsel
Internal Revenue Service

memorandum

CC:NER:NJD:NEW:TL-N-7822-88
ARmmirato
date:  MAY 1 0 899
to: Chief, Examination Division, New Jersey District
from: District Counsel, New Jersey District, Newark

subjectt Il - Franchise Fee
U.I.L. # 901.01-04; 197.00-00; 263.10-01

As indicated in our previous memorandum dated March 3, 1892,
concerning the proper tax treatment of the franchise fee imposed
on NG o ocvice was subject to National
Qffice post review. This addendum incorporates the changes to our
analysis after cconsulting with the National Cffice.

DISCLOSURE STATEMENT

This advice constitutes return information subject to I.R.C.
§ 6103. This advice contains confidential information subject to
attorney-client and deliberative process privileges and 1if
prepared in contemplation of litigation, subject to the attorney
work product privilege. Bccordingly, the Examination or Appeals
recipient of this document may provide 1t only to these persons
whose official tax administration duties with respect to this
case require such disclosure. In no event may this document be
provided te Examination, Appeals, or other persons beyond those
specifically indicated in this statement. This advice may not be
disclosed to taxpayers or their representatives.

This advice is not binding on Examination or Appeals and is not
a final case determination. Such advice is advisory and does not
resolve Service position on an issue or provide the basis for
closing a case. The determination of the Service in the case 1is
to be made through the exearcise of the independent judgment of
the office with jurisdiction cver the case.

1) Foreign Tax Credit Issue. Our conclusion that [l is not
entitled to a foreign tax credit for the payment of the franchise
fee remains unchanged. However, under the "predeminant character"
part of the analysis, our position regarding the "realization
test" has changed. It does not appear that the franchise fee
satisfies the realization test. The levy is calculated prior to
the taxable period and is payable in installments during the
period. Furthermore, the levy is not adjusted for the actual
profit earned during the period. As such, the levy does not
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satisfy the realization regquirements under the regulations.
Please note that this change further supports our ccnclusion that
the payment of the franchise fee does nct qualify for a foreign
tax credit.

2) 263 Issue. Our conclusion that the franchise fee is subject to
capitalization under section 263 remains unchanged. However,
please note that the useful life of fhe fee would cease at the
end of the "franchise periocd"”. The creaticn of a2 customer
base/loyalty is not sufficient to establish a "substantial
benefit" bevyond the "franchise periocd”.

3) 197 issue. Our conclusion that the franchise fee is subject to

amortization under section 197 remains unchanged.

. If yvou have any questions please contact attorney Anthony
Ammirato at (973)645~2539.

MATTHEW MAGNONE
District Counsel

By: /Ag;/;Jﬁ%L
WILLIAM F. HALLEY
Assistant District Counsel

Noted:{?//’?m

MATTHEW MAGNONE
District Counsel

cc: Edward Parker, Revenue Agent
cc: ARC-TL(NER)
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This responds £o your regquest for advica on the proper Lax

Creztment by on the payment of
a "franchise fze" impcsad by the on

. -~ D o- - cnership of wnich HEEEEEE owns HEE -

DISCLOSURE STATEMENT

This advics constitutes raturn information subject O I.R.C.
& 6103. This advics contains canfidential information subject Lo
attorney-client and deliberative procsss privileges and 1f
prepared in contemplation of litigation, subject to the attorney
work preduct privilege. BAccordingly, the Examination or Appezls
recipient of this document may provide it only to thosa persons
whose official tax administraticn duties with raspect to this
case raquire such disclosurs. In nc event may this document be
provided to Examination, Appeals, or octher persons bevond those
specifically indicatsd in this statement. This advics may not be
disclosed to taxpayers or their rspressntatives.

This advice is not binding on EZxamination or Appeals and i1s not

= final case detsrmination. Such advices is advisory and does not
raesolve Servics position on an issue or provide the basis for
closing a case. The determination of the Service in the case is

to be made through the exercise of the independent judgment of
the office with jurisdiction over the case.
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-percent of the franchise fee

capitalize, under sectl p
7 native to tThe 127 argument)

paid bv
Conclusion: Yes.

Facts:

co e s ;. M
R

In I Qe
government™), announcsd that 1t would dersgulaz

which had besn operats
requlatory and institutional barr

o]

the government sstablished a
framework to gradually move the from a monopcly to a fully
competitive industry, which will be achleved by

T = sssets and actiwvities of the
% were divided

into sglonally
based distribution companies ("DBs") and transferrsd to privats
inrerescs. Id. at 34. Thers was no fee charged for the DBs. Id

zt 19. on I | c:nses were granisd by the

government to The privates intarasts authorizing the distribution
and sale of within & geographical ares coversd by th
particular DB. i

Three ot the D8s sarve metropolitan [N =nd

twQ serve rural‘. T4, at 11. The thr=es ccmpaniss sarving
the urban sres ars and
i ip

s

I (. Two a
i :

QWIS of

Purchasers of _from DBs are comprisad of two
groups, franchise customers and non-franchise customers. Id. at
172 . Franchise customers ars thosea who purchas

2 an amount cf
B 2- coes not excesd specific limits prascribed in
government rsgulations. Id. Non-frznchiss customers ars those who

tAn _Eederal Court case j.nvolf“i_ng_
-~ N B i s -xioution company. NN
- :

was issued a Private Ruling, dated IINIIIININEGEGEEEE :on
the Commissioner of Taxation Tor the
The ruling held that the Iranchise fzes paid T3 IZX

= not deductible and wersz of a capirzal

naturs. zopezlad the Privats Ruling o2 Che
Commissic icn. The ~ommissioner cisallowec thne
objecticon e ‘24 che Commissizpner's declsicn T2
the Federza The Faderz)l Cocurt neld ThaT i
Commissicn =mz% £he Frznchlze Zfz2zs ars
noft deguct
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surchase an amount of |G =t axczeds the prascribed

Timics. During the [N c-xiod (NI chcouch

B . cranchise customers must obtaln their Lrom the

D3 which services their area. Id. The prescribed

limits will gradually decreass during the deragulation perl
i11]

0

customers who arz designated as "franchise C rtomers' will become
"non-franchnise customers®. Id. Beginning in _ all
customers will be non-franchise customers and will a ta choose
cheir |GGG s:-rliec without geographical restraint. Ig.

In order L.O achieve a fully comoetltwve- the crovernment
telieved that it was esssntial that zll the DBs operatsd ON &
"level playing field" during the deregulation period. Id. at
The government was supplled with 2 report from 1lndustiry 2XPerts
which indicated that the rurzl DBs have & higher fixed cost
strucrurs than the urban DBs, which results in a lower rzts OT
return for the rural DBs. Id. &t 6. The government recognizad
shat the disparity in the raftes of raturn betwean the DBs serving
rhe urban zrsss and those serving the rural arsas would inhibit
its goal of achieving a Fullj compeftitive ECI. Id at 7. IT was
beliaved that the DBs enjoving high ragulated profit margins
could uses those margins to win & market shars of contesstzble
customers (non-franchise customers) from those DBs not enjeoving
such ragulated margins. Id. To remedy the problem, the government
decided tc impose "ifranchise fees” on 211 the DBs to ensurs that
they would not earn a ratall margin any greatsr that would be

expected 1f all customers nad been contestable from the outset.

Id. The franchise fees a ly only to sales to franchlse customers
S re imeaced unci. MEMMNSEENNNNENE ten =1l franchise
customers will have been converted te non- franchiss customers and
full deregulation would have been achieved.

T4

)

The franchise fses ara prospective and are as ssessad with
referance to an estimats of the likely inccme. The franchlse fees
are calculated as follows: Income Ifrom sale oL To
franchissa customers, minus: 1) the cost of deriving such lncome;
2) the taxes pavable in deriving that income and 3) an amount
detzrmined by the trszsurer to be a reasonable rsturn on tne
capitzal of the Cuch.ﬂV used in deriving that income. IZ
13. Oncs assassad, the fees are payable irraspective ¢
amount of profit actually earned and thers 1s noc prav.
rhe fzes to be variad. Id. a2t 13. The francalse fae
sncec N --: czv:ols by four sgual insct
I e B
B o cranchise fass ars designad Lo capRurs LA
rant thnat wollld otherwise be avallable To the LES W
moncgcly ovar Thelr franchlise CUSLOmMErS Id. 27 3
constituts 2 pavment for frssedom from competifion W
speciiic gecgrzpnic location until The yezr B -
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issue 1: Whether [N i o _loo oo for=ign
tax credit for b of the franchise fze paid by I

Rule:

[

To qualify for a forsign tax credit, a levy paid: limust be
a "tax"; 2) be paid or accrued tc a forsign csuntry or U.S.
pecssession; and 3) the tax must be an Lncome, War profits or

excess profits tax {(or must be paid in lieu of such a tax) .
Traas. Reg. 1.301-2(a). The ae:h_mlnatlon of whether a levy
gualifies for & foreign tax crsdit Ls made under U. S. income tax
principles. Trzas. Reg. 1. GOl 7(&)\2 }y (1) ; Keasbv & Mafttison
Company v. Commissioner, 133 F.2a 894 (3% Cir. 1943).

1. The levy must be a “"tax”.
s

B forsign levy is a tax if it is impesed pursuant to the
authority of a foreign country to levy taxes. Tre=as. Reg. 1.901-
2¢(a)}{2) (i) . The levy must be lmpecssd by the government in 1ts
role as revenue ralser and ncot in 1ts ro1e as government
ragulator. Under U.S. ilncome tax princigl a levy 1s not a
"tax" if pald to the government 1n compensatlon fcr some
privilege or franchise right. Ses Rev. Rul. 71-49, 1371-1 C.B.
103; Rev. Rul. &1-152, 1S86L C.B. 42; Rev. Rul. 77-28%, 1877-1 C.B.
44, Levies imposed on subjects other than income, e.d..
franchises, privileges, etc, ara not lncome CzXes, although
measurad on the basis of income. Keasby & Mzrtison Company.

i

The Treasury Regulaticns specitfy that a pavment T2 2 foreign

country is not a tax to The extent that the payoer recslves, or
will receive, a "specific eccnomic benefit" in exchange Zor the
pavment. Treas. Reg. 1.3501-2(z) (2) (1). "Specific economic
penefit” mezns an economic benefit that is not made zvailable on
substantially the same t=2rms Lo substantialTv 31] persons who ars
subject to the income tax that 1s generally impeosed. Trazzas. Reag
1.201-2(a) (2) (i1) (B} . "Economic bkenefit includes properiy; &
sarvice; a fa2e or other pavment; & right to uss, acgulre, cr
extract rasourcas, vatsnts or other property That & Torsian
counftry OWns Qr <ontra L', Trazzs. Reg. L.S01-2:iz) (2} (1) 13}
"Tesncomic benefin' dces not iLnclude the right ©o sngags in
cusiness ger or in 2 garnicular form. This provision is
consistcant ings and czse law uncer I.2.7. Zection 1ad
whic nolad s palc Ifor Lncorporalion LInCer STIT 12w, Izz2s
Ior Ziling 2cas to incrsase the capilzl stock of a
corporaticon f2es paid Zcr the privilsge T J¢ cusiness Lno &
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particular ) all deductible as taxes pald.
47, 1972-1 C.B. : Rev. Rul. 65-184, 1866-2 C.B.; W
Mining Co. v. Commissioner, 20% F.2d 152 (3% Cir. 1834).

X person that is subject to a levy by a for
U.5. possassion, or a political sukdivision and
rec

2,

i
Rt

1

ai
raceives, or ¢ 1
cm

scaive, dirsctly or indirectly, a specific economic beneflit
the country or possassion is defined as & "dual capacity
xpayer". Traas. Reg. 1.901-2(&a) (2) (11) (R). If the application
a foreign levy i1s diffsrent for "dual capacity taxpavers"” from
zpplication to other persons, elther because of the levvy's
ms or in pracrtics, the levy as applicable to the dual capacity
Xpavers 1s a ce levy from that imposed on cther persons
arately to determine whether 1t 1Is an
1.901-23{&) (1}. In such a cass, the dual
e burden of establishing the ameount of
levy that i1s a "tax". Tr=as. Reg. 1.901-2a(b) (1), 1.201-
(1) . Only one of two methods may be usad Co establish the
on of a levy which is a "tax”: 1)} the "facts and
umstances" method and 2) the "safe harbor" methoa. Trsz
L80L-2A(b) (1); -2R(c) (1). If a dual capaclty Caxpayer
i shes that a portion of a foreign levy is & "tax", th
ions treaat the balance as paid in exchange for the
c economic benefit. Treas. Reg. 1.201-2A(b) (1) . Under the
nd circumstances method, a taxpaver must establish the
smount of a forsign levy that is not pald in exchange for a
specific economic benefit based on "all the ralevant facts and
circumstances". Treas. Reg. 1.%01-23(c) (2) (i} . A taxpayer must
maks an election to utilize the "safe harbor method" to establisn
the portion of & levy which is a tax. Treas. Red. 1.901-2a(d) {1} .
The purposs of the method is to provide a forsign tax credit for
an amount approximating the amcunt o the generally imposad
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income tax that would have been paid if the taxpayer had not been
a dual capacity taxpayer and 1L The amount considersd To be paid
for the specific sconomic benefit had besn deducrible for foraign
income htax purpcsss. Tresas. Reg. 1.901-23(e) (1). The safz harbor
formulz is provided in Traas. Reg. 1.%01-2R (=) (1}.
Analvsis

The statsd purposs of the franchise fee 1s Lo ensurs 2
"lavel plaving fisld" of 211 the DBs during the "franchlse
verzod” . [NNNEINGIGIGEE 0 coveroment
imoosed The fz2e o curTail T cits advantzge obTzined v
the urban DBEs dus o hig during the IZraznchlse
ceriod. Id. The IZrznchls 25 partT oI che scheme
Tor The f=sTtruciuring ot upcly induscoy aznd =2z2
considsrsd TO Ze zn ince onasing in of ful-
compeTtition befwesn The ompaniss. L. &7 I=
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The fees are the only pavment by the private intersst or the
DBs and the monopoly power in a particular region. Id. at 19.
Considering the purpose of the franchise Ifz2e, 1T 1s apparent CThat
the Ce= is imposad pursuant to the government's power TO rsgulats
the-and not pursuant to its power to levy taxes. Thersfors,
it does not constitute a "tax" under Treas. Reg. 1.S5Cl-
2(a) (2) (1) .

In return for the franchises fzeg, and the other
DBs, are granted the exclusive right to supply to the
franchise customers within a spe Lf geograpnic region. The

i
o
B : ool industry has Qis
the government; therzfors the rec
supply |GG constituts
from the gavernment under Treas.
The right to be the exclusive suppller
franchise custcmers within the urban a
benefit which is made available tc oth
to the generally imposed income tax; C
constitutes & "specific economic benefld
1.901-2{a) (2) {(1ii} (B). Since the DBs re ve a
benefit in return for the franchise Les, They
taxpavers" under Treas. Reg. 1.%01-2{a) (2) (11
franchise fes is imposed only on the DBs, 1t
applicaticon for dual caoacitv taxpavers is d i
application to other persons". Rs such, the DBs, under Treas.
Reg. 1.901-2A (b} (1), have tThe burQeq of establisiing what
porticon, if anv, of the franchise Ize 1s not paid in exchange for

the specific economic benefit.
ears that -would

of the exclusive right o
omic benefit”" rescealived
1.901-2(a) (2) (i1

c
orically besen controlled by
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Based upon the above analysis, 1T zZpp
not be entitled to a foreign tax cradit fcn:.‘«l of the franchise
fee paid bv ||| | >.lthouch the issue of whether the

franchicse fses is a creditabls tax appears to be disposed of under
the first prong of the test, we will continue CO analvze the
franchise fese under the other parts of the Tast.

[}

. The tax must be paid to a foreign country.

Under our facts, thi
is apparant that the "franchi
-

'y
0
h
|
[

"4l
[t
-
Hi]
—
Nl
&
Y
|

n
]

]




CC:NER:NJD:NEW: TL ' page 7

an lacome tax

ot in the U.S. sense” 1f£: A} T Tax 1s "likely to
reach net gain'; Tra2as. Reg. 1.801-2(a){3) i)/ Bank of Pmerics
Mationzl Trust and Savinas Associaticn _v. United States, 452 .24
513 (Claim Ct. 1972); and B) the tax does not depend on the
availability of a credit for the tax agalnst income tTax lizbilic
to ancther countrv (must not ce a "soak-up” tax}). Trezs. Reg

1.801-2(a) {3) (11} .
A) The Tax must be likely to resach net gain.

In Bank of 2America National Trust and Savings Association,
it was held that a forsign levy qualiiles as a craditable tax it
the foreign country is attempting to reach nel qa1n through the
levy. Id. In adopting the principle establi shed in Bank of
Americs National Trust and Savings Assogliation, the ragulatiocons
provide that & tax i1s "likely to reach net gain” in the ncrmal
circumstances in which it applies 1Z, and only
judged on the b

the following ©

if, the tax,
sis of its predominant character, meeCs each of
sts (Treas. Reg. 1.801 -2(bj{1})}:

i. Realization Test. In general, a tax satisfies the r=alization
requirement if it is imposad upon or subssgquent to the occurrsnce
of events that would result in the realization of Lncome under
rhe Internal Revenue Code. Treas. Reg. 1.%01-2(b) (2} (1) (R).
However, the ragulations also provide Chat cartain taxes imposed
pricr te a "rea lization event" may satisfy the t= stT. For example,
a tax imposed on the occurrence of an event pefore realization
intended to rscapture & tax benefit, such as & deducticn or
credit previously claimed by the Taxpaver, satisiies the
requirement. Treas. Reg. 1.801-21{n} (2) {1} (B).

In our facts, the svent which gives rise
income under the I.R.C. is the actual sale of
the customers. (" The all events tast" for an

(b)(7)c, (b)(7)a

ii. Gross 2wecsizmrps Tast. 2 Zax me=T3 fhe grlss ISC=2lDLE
razuizzment 1I, bpased on 1lts prademinent charactsr, LT is imposad
cither on actu&l Jross racalpts Or On Lormulary grdss r=C2ious
computad under 2 meihced That 13 lixsly ©o producs an zMOUNT Tazd
is not gr=ztsr that the actual gross racslpts. Trzzs. Reg. 1.201-
2(k) (3} . The rsgulations provide sxamplss of cermissisle methods
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s, the franchise fees
nhe likely income of
d is utilized in ar
ora we are unable Lo det
5

o= (b
g

i 9]
I

w

iii. Net Income Test. The regulations provide that the Iorelgn
tax must permit the racovery of significant costs and expenses
attributable, under reaschable principles, to quSa recsipts
included in the forsign tax base. Treas. Reg. 1.201-
2(b) (4) (i) (A) . The regulations provide specific guide
detarmining whether the structure ol the Torsign tax
racovery of "significznt costs and expensas”. Saze Txe
1.901-2(b) (&) . In regards to formulary Caxes, deduct?
computed under a formulary method if that method 1s 1
producs deductlon rhat approximats the actual amountc
deductions. as. Reg. 1.901-2(b) (4) (1).

o
(ul
=
M

sl
(3]
ooy W
o
()

O

In our facts, the franchise fse is calculatad as Iollows:
income from the szle of | t-anchise customer, minus:
1) the costs of deriving the applicant’s inccme from the sale cf
B o :he franchise customers, 2) taxes vavable in
deriving the income and 3) an amount determined To ke a
rezscnable return on the capitazl of the company used in deriving
“he income. We do not have the particular facts indicating
exactly what costs ars deductible; therefore, it is not possible
to detarmine if the structurs of the f:anch'=e fe=s allcws The
racovery of "significant costs and expenses”. ARdditionally, since
the franchise fse 1s prospective, LT appears tha“ the costs ars
calculated pursuant to a formulary method. We do not nave any
facts concerning what formula is utilized in esTimating the
costs; therefores we can not determine if the method would comply
with Treas. Rsg. 1.901-2(bj (4) (1) .

b T
)]

e’

‘B. The tax must not be a "socak-up" Cax.

Liabilitv for the franchiss fees is not contingent on
whether they qualifv for a forasign fzx cradift in ancther Country;
thersfors it is not & "soak-up tax”.

2ltrough the franghise C£z2es ars pased o0 oroisctzd selss
ravenue =nd projectsd expensas, Ihe fz22 Iis crospecTive znd 13 not
adjustzbls even il The actual gross £3C21pR3 is - ne
nrajecTicons. A ng thew =211 The rzJulrsments o0 2 -2I=-ih Tax
crzdit ars sai 4, this asoect OF the franchise {3z would noc
praventT 1T frsm gqualliving Zar a farsign rax cradic. IT is cnly
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requirad that the for=lgn tax is structursd toe rs=ach net gain. In
detarmining whether this reguirement 1S satisfisd, "the only
question is whether it 1s very unlikely or highly improbable That
taxpavers subject to the impost will maks no profit or will
suffer & loss". Bank of Americs National Trust and Savings

Associaticen at 524; Rev. Rul. 78-62, 1978-1 C.B. 226. In cur

facts, it is true that the franchlse fee is fixed and would apol
even if NN s.:::-
has a monopoly cover the fr
ragion, it 1s verv unlikel

y
s z loss. However, sincs [N

r
snchise customers within its particula
v such would occur.

N
H

3

Tssue 2: Whether the franchiss fee 1s subject O amortizatio
under I.R.C. section 137.

bule/2nalvsis:

Cartain intangible property, defined as amortizable "127
intangibles” acauired by a Laxpayer and held in connecticn with
the conduct of & trade or business qualifies for ratable
amortization over & l5-vear period, beginning with the month ot
acquisition. I.R.C. saction 1¢7{a), (c). Section 197 appliss To an
intangible acguired by a Caxpayer ragardless of whether 1t 1s
acquired as part of a trade or pusiness. I.R.C. section
197 (c) {2) . "Section 197 intangibles” includes any license,
permit, or other right granted by & governmental unit or any
agency {even 1f the right 1is grantad for an indefinits period or
the right is rszasonably expected To be resnewed for an indefinite
period) . I.R.C. section 197 (d) (1) (D} . Additionally, The Tsrm
"saction 197 intangible" includes any franchise, tCrademark, Or
trade name. I.R.C. saction {(d) (1) (F). The tarm "Franchise" 1is
defined, by rafersncs to secticn 1253¢(b) (1) . I.R.C. saction

187 (F) (4) (AR) . "Franchise" includes zany agresement th
one of the parties to the agrzement the right to 4l
sell, or provide goods, sarvicss, or facllities, wi
specified arsz. 1.R.C. sacticn 1253(b) (1). It has b
cstablished that "franchise" under sasction 1283 is not li
rights granted by private entities and includes franchises
granted bv governmental encities . Ses Tele-Communications., Inc.
Commissioner, 95 T.C. 4%5 (192Q) and Jeffsrson=Pilot Corp. V.

oo

ommissioner, 995 F.2d 530 (47 Cir. 19¢3)y. I.R.C. section
2%3(d) (1) provides that 2 deduction under sectison lo2(a) 1s
s21lowed for amounts paid fhat: 1) arg coatingent on zhe
nroductivity, use or dispositicon cf 2 franchise ana 2} ars gald
as part of & seriss of payments thet ars payvabls a7 l=z2s=¢
znnually throughout the gntirs Cara of Thne Transisr 2¢rssment

T R.C. section 197(%) {4){C) pravides tThai any 2mount o owWnlch
cection 1253(d) (1} appliss iz not Tzkan InTd &cIouT Unaes
saction 187.
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In our facrts, the franchise fees are paild by_
znd the cther DBs in raturn tfor the right to be The exclusive
supplier of [ G2 i:znchise customers within a specific
geographic racgion. The Franchise fees ars in substance caid as a
purchase prics Zor a business which gives the particular DB

monopoly power in a specific geographic reglon. ]

As such, the rights granted by the
government constituts a "franchise" under saction 1233,

The next iLssue is whether the payment of the "fraznchise Cze"
s "contingent con the productivity, use Or disposition ol &
ranchise" pursuant to sesction 1253(d) (1) . The i1ssue depends on
e meaning of "contingent on the productivity, uss Or
disposition of a franchise" as contained in section 1233(d) (1) .
« is a well established principle thalb the plain language oI
statute is the source of its interprstation. When the language 1is
noft ambiguous, it is conclusive, absent a clearly exprassed
legislative ilntent to the contrary. Wart v. Blaskz, 451 U.S. 259,
55 (1981) . In Webster's unabridged dictionary, ahong Lhe numerdus
definitions provided, contingent 1is defined as "of possible
cccurrasnce, likely put not csrtain to happen, unpradictable in
outcome or effect, dependent on or conditioned by something
eise". Webster's Third New Intsrnational Dictionary, Unabridged
302 (3d ed. 1981). The franchise fee 1is based on projected salss
to franchise customers and is not adjustable 1F the projections
f211 short or excsed the actual sales. The ligbility of the DB Lo
pay the pradetermined fee 15 cartazin; therafors the franchise Ifee
is net "of possible occurrencs Or unpredictable in outcome or
effect”.

T o1
oo

fu

The legislative history of sesction 1253 provides that the
Secrion was enacted to provide clarity as to whether the transfar

of a franchissa, trademark or trade name constitutas a sale or &
licsnss. §. Rept. 91-552 (1969), 1969-2 C.B. 423. Whether a
transaction constitutes a sale or licsnse determines the properx
tzx treztment to the transferor and the transferes of the
intangible. If a given transacticn constitutses & licsnse, 2
transferze mav be entitled to deduct payments made Lor Cne
iicansa under Section 162(a); however, 1 the trznsactian .
constitutaes a sales, the transizres may be raguirsd o amcrtizs
the payments. If the transferor exercises continuing, &actlive,
ocerzftional control of & frznchise, trademark or Trzde name, bv
-=fzining significant powers, r£ighits cor continulag lntsrsscs, Ths
Commiztae pelisved that such exsrclze Of cantrol LS inconsistent
Wizh 2 Sals or 2xchange of property. Icd. The CommItizs consideraa
zhe rscsipt of conflingent paymenis as Constituiing = conTinulag
sesnomic intarsst in fhae subject mattar 33 well 25 Delng
inazlcgous To the rzc=ipt of rovally or ranral inccme. 12
Conringent gavments include continuling TaVmMeEnts mezsursd CV 2
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percsntage ol the se products marketad or based on

lling prics of
the units manufactursd or sold. Id.

When pavments are based on the actual productivity or a
franchise, it is clear that the transfaror has a contlnuing
aconomic intersst in the franchise, sincs the payments will not
be made unless the ifranchise is economically wviable. In such a
casa, tChe transfer would constitute z licanse. However, when

radetzrmined fszses

or is guaranteed recsipt
economic vitzlity ¢f the
feror. no longer has zan
, The transfiercor no
ranchisae and the

pavments, such as the franchise Iz2s,
based on projectzd sales and the tran
of the pavments ragardless of the &act ot
franchise, 1t sesems apparent that the s
economic intserest in the franchiss. As such
longer has a "continuing intsrsst” in the £
transfer would constituts a sale.

o

[::U}
f M

Based on the above, it is apparent that the francnlse Le=s

ars not contingent on the productivity of the franchise znd <o
not fall within section 1252(d) (1} . RAs such, the franchise fees
ars subject to amortization under se ction 197.

tssue 3: wWhecher [N = cccui-=d o
capitalizs of the francaise fee paid ov NNNEGINGG

Rule/Bnalvsis:
(If section 197 is not applied to the transaction, then this
section 263 argument should be made.)

No deduction is allowed for an amcunt palid out Ior new
buildings or for permanent ilmprovements oOr betterments made TO
increase the value of any property or estats. I.R.C. section
263(a) (1) . Such expenses must be capitalized into the basis of
the property. An expenss may Lall within the capitalization
requirsment of saction 263 even LE 1t dees not crezfe Or enhancs
2 separate and distinct asset. Indopco, Inc. v. Commissioner, 112

SCt. 1039 (1992) . Expenditurss should be trzatsd as "capital" 1n
nature rather than "ordinary and necessary" if they secure
benefits which have a lifs of more than cne vear. Medco Producfs
co., Tne. 7. Commissigner, S23 £.2d 137 (10™ Cirz. 1873). In
Mzcdceca Products Co., Tnc., it was held that lsgal expenses
incurrsd by a tixpaver in & trademark infringement lawsull must
be capitalizad since thev sacursd penefins from Zhe ITrademarks
inich 1T er Jear.
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